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growth of the state and local government sector and its increasing reliance on Federal revenues warrant consideration in discussions of stabilization policy. State and local government expenditures and taxes have been growing rapidly in recent decades, both absolutely and relative to that at the Federal level. In addition, grants-in-aid from the Federal Government have become an increasingly important source of funds for state and local governments.
Concern about stabilization policy has been focused primarily on monetary and fiscal policies of the Federal Government. Many analysts would agree that this focus on Federal policy is not misplaced since stabilization policy is not a major responsibility of state and local governments.
1 Whether or not one believes that state and local governments can or should actively pursue policies to affect national income, state and local government spending and taxing decisions do in fact constitute a part of total government fiscal policy. State and local fiscal activities do influence economic activity, although there remains some controversy over the nature, degree, and duration of these effects.
A full evaluation of government stabilization policy requires consideration of the impact of the state and 'The rationale behind this distribution of government functions among levels of government is discussed by Richard A. 
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A more detailed examination of the data on government expenditures gives a perspective on the relative size of and functions performed by the different levels of government. Since 1960, state and local expenditures on a national income accounts (NIA basis have increased at an average annual rate of 10.5 percent, compared to a 9.3 percent rate of increase in Federal expenditures. Purchases of goods and services accounted for 94 percent of state and local expenditures in 1976, compared to 34 percent at the Federal level (Table I) . These expenditures represent the purchase of goods and services by the public sector and are the government component of GNP. Currently, state and local purchases represent 14 percent of GNP, compared to 8 percent represented by Federal purchases.
Other expenditures by government determine not so much what goods will be produced, but rather who will decide what goods to produce. In particular, Given the differences in the growth and composition of state and local receipts and expenditures relative to those at the Federal level, the behavior of these items over the course of economic cycles is a factor which should be considered in discussions of government stabilization efforts. A useful measure of this behavior is the net change in state and local expenditures and receipts -that i~,changes in budget surpluses and deficits. In postwar business cycles, state and local expenditures have tended to increase relative to receipts during recessions (Table IV) . On average, expenditures grew at a 12.7 percent rate during the five previous recessions, while receipts increased at an average 8.5 percent rate. In the most recent recession expenditures increased at a 12.9 percent rate, while receipts increased at a 10 percent rate. The net effect of these relative growth rates was to move state and local budgets away from surplus positions during recessions. This is the appropriate policy (fiscal stimulus espoused by fiscal activists, and such stimulus reinforces similar movements at the Federal level, Over expansionary phases, state and local receipts have increased at a faster pace than expenditures, moving state and local budgets towards surplus positions. On average, receipts have increased over the course of previous economic expansions at a 10.2 percent rate, while expenditures have grown at an 8.7 percent rate. Since the first quarter of 1975, the beginning of the current recovery, state and local receipts have increased at an 11.6 percent rate, compared to a 9.5 percent rate of increase of expenditures. Thus, in the current as well as in past expansions, state and local budgets have moved toward surplus, the movement prescribed by many fiscal policy proponents.
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Although there remains some controversy concerning the nature of the effects, the impact of government stimulus or restraint on the level of economic activity depends not only on the direction of budget changes, but also on the magnitude of these changes. It is important to remember, however, that while changes in the Federal budget position may reflect deliberate actions to influence economic activity, the state and local budget position is aggregated over 80,000 governmental budgets. Changes in state and local budgets constitute an implici.t fiscal pohcy which can be taken into account, but which would be difficult to coordinate with actions at the Federal level, especially given the different character of expenditures and receipts which was discussed above.
One method of measuring the degree of fiscal stimulus or restraint produced by governmental finances is by changes in the NIA budget surplus or deficit (see Chart ) .'~Table V presents the dollar change from the previous year in the Federal and state and local budgets on an NIA basis, For example, changes in the Federal NIA budget betweeu 1975 and 1976 produced about $13 billion of fiscal restraint. State and local budgets accounted for an additional $7 billion of restraint, or about a third of total government fiscal restraint Changes in the full employment budget can also be used to assess the degree of government fiscal impact on economic activity. The full employment budget concept was developed in an attempt to eliminate the automatic influences of economic fluctuations on the budget. For example, tax receipts generally decrease during an economic downturn, while expenditures for unemployment benefits at the Federal level increase, By eliminating these "passive" elements of the budget, more attention is focused on "active," or discretionary, changes in the budget.
5 Realizing the implicit fiscal policies of state and local budgetary policies, the Council of Economic Advisers has attempted since 1974 to measure the full employment budget position of both the Federal and state and local governments.
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The combined impact of both budgets gives a more complete picture of the extent of government fiscal activity. Based on changes from the previous year, the 1976 Federal Government budget on a full employment basis exercised $2.2 billion in restraint, while state and local full employment budgets contributed an even greater $3.1 billion of restraint. 
FINANCING GOVERNMENT SPENDING
The way in which government spending is financed affects both the impact of the spending on aggregate economic activity and the perception of taxpayers concerning the costs of government programs. If the costs of government are affected by the method of financing, this can ultimately influence the size of government and, hence, the magnitude of fiscal effects on the economy
Methods of Financing
Both Federal and state and local government spending can be financed directly by taxes or by borrowing from the public. In addition, Federal Government spending can be financed by borrowing indirectly from the Federal Reserve. The Federal Reserve buys Federal Government securities with newly created money. Thus, the Federal Reserve can, in fact, finance expenditures by printing new money or, more formally, "monetizing the debt." While the Federal Reserve does not operate in the market for state and local debt, these governments have the Federal Government, through grants-in-aid, as an additional source of revenue and thus, in an indirect manner, have ac- cess to all the methods of financing available to the Federal Government including debt monetization, Taxci Spending financed by tax revenue, whether at the Federal or state and local level, results in a direct transfer of resources from the private sector to the public sector. The costs of government spending financed by taxes are explicitly known to taxpayers. The imposition of taxes alters private consumption and investment decisions, and this will ultimately affect the composition, if not the level, of output and employment.
/urtineg fnrx f/ic: Pub/li: V/hen government spending is financed by borrowing from the public, control over resources is also transferred from the private sector to the public sector. The costs of government spending financed by borrowing from the public are less directly known to taxpayers than if the spending were financed by taxes. However, taxpayers will eventually become aware of the costs if the principal and interest are repaid through tax revenue.
Government borrowing represents an increased demand for credit. If there is no increase in the public's desire to supply credit (savings) or no offsetting decrease in private credit demand, the effect of the government borrowing will be to put upward pressure on interest rates. At higher interest rates. some private borrowers will be crowded out of the market.
5 Some state and local governments, which have restrictions as to the maximum interest rate at which they can borrow, will also be forced out of the market. higher interest rates increase the cost of mortgages, consumer loans, and loans for capital investment. Again, private consumption and investment decisions will be altered, This will change the composition, if not the level, of output and employment.
Pcvrowbzg Scum the Pcdcml Rescree \Vhen there is an upward movement in interest rates, there can be pressure on the Federal Reserve to resist such movements given current operating procedures. In the short mu the Federal Reserve can ease pressure on interest rates by purchasing Federal debt. The Federal Reserve generally does not purchase Federal debt directly from the Treasury, but rather in the open market. By purchasing the debt the Federal Reserve increases reserves in the banking system and mitigates the initial upward pressures oil interest rates. At the same time, this action increases the rate of monetary expansion which, over an extended period, leads to higher rates of inflation and eventually higher interest rates. Of course, the decision to monetize the debt has been at the discretion of the Federal Reserve.
The costs of financing government spending through monetary expansion are even less clearly discernable than financing through taxes and borrowing. While the costs of inflation are less apparent, they are no less real than the imposition of taxes or the costs of borrowing.
The ultimate monetary authority is at the Federal level. State and local governments do not have direct authority to create money and the Federal Reserve does not purchase state and local debt, Nevertheless, the initial source of upward pressure on interest rates may have been increased credit demands by either the Federal Government to finance Federal spending, by state and local governments to finance their spending, or by the private sector to finance its spending. Thus, while state and local debt is not directly purchased by the Federal Reserve, it can be indirectly accommodated by Federal Reserve actions to hold down interest rates in the short rnn.
The combination of the more indirect access to money creating powers and certain legal restrictions on borrowing tend to make state and local governments operate under a tighter budget constraint than the Federal Government. This is evidenced by the fact that state and local government budgets in the aggregate have been in surplus on an NIA basis in 14 of the last 17 years, compared to only 4 surpluses incurred by the Federal Government over this period. Since expenditures are more likely to be financed by available receipts than by monetary expansion at the state and local level, taxpayers are more aware of the costs of state and local spending than the costs of Federal spending.
km dice (ions of Federal Gnrnt*-in-A~d. When state and local government spending is financed by Federal aid, the impact on economic activity depends on how this Federal spending is financed. The fact that spending in this instance is one step removed from paying for the programs makes the net benefit of the state and local government expenditures more difficult to assess. In particular it is more likely that the real costs of spending will be underestimated.
To the extent that Federal aid is financed by Federal taxes, resources are transferred from the private sector to the public sector. In this case it becomes a If Federal aid is financed by borrowing from the Federal Reserve (monetization of the debt), then Federal aid to state and local governments is ultimately financed by increased monetary expansion and a faster rate of inflation in the future. Federal aid, in effect, gives state and local governments greater access to Federal powers of money creation, The costs of spending financed in this manner are not obvious, However, these costs take the form of a higher rate of inflation distributed over the entire economy.
C:(ThJ(:jJjS~J(1 1 NJ ments, although operating under somewhat different circumstances than the Federal Government, do constitute an implicit fiscal policy.
The influence of state and local governments on economic activity depends both on the size of the stimulus or restraint reflected in budget changes and on the method in which spending is financed. The amount of fiscal restraint or stimulus reflected in state and local budgets in recent years has been of sufficient magnitude to merit consideration in conjunction with Federal fiscal policies. Likewise, examination of the ways in which state and local spending is financed shows that it can influence economic activity in much the same way as Federal spending. In particular, state and local spending can be financed by monetary expansion, even though the ultimate monetary authority is at the Federal level. Although the Federal Reserve does not purchase state and local debt, upward pressure on interest rates resulting from increases in state and local credit demands can lead to accommodation by the Federal Reserve.
The increasing importance of Federal aid as a source of state and local revenue means that state and local governments have access to Federal sources of financing. The ability to spend at the state and local level with funds raised at the Federal level makes it more difficult to correctly determine the desired level of state and local government spending. The complete costs of state and local spending are not readily apparent and, therefore, more spending may take place than taxpayers would be willing to pay for if they were fully informed of the costs. To correctly assess the net benefit of state and local spending financed by Federal aid, it is important to be aware of the possible costs: higher taxes, higher interest rates, and/or a higher future rate of inflation. 
